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| ntroduction

In accordance with the City Auditor’s 1999-2000 Audit
Workplan, we have audited the Building Division (Division)
building permit fee process. The Division is part of the
Department of Planning, Building, and Code Enforcement
(Department). This audit is the second in a series of audit
reports on the Division. We conducted this audit in accordance
with generally accepted government auditing standards and
limited our work to those areas specified in the Scope and
Methodology section of this report.

The City Auditor’ s Office thanks the Department, and Division
staff, who gave their time, information, insight, and cooperation
during the audit process.

Background

The Division’s mission isto protect the lives and safety of the
citizens of San Jose and contribute to the City's economic
development. Thisisaccomplished through implementation
and enforcement of the Building, Plumbing, Mechanical, and
Electrical Codes (Codes). The Division al'so implements
Engineering, Energy, and Disabled Access regulations, and
local and state laws for new construction.

The Division’srolein the devel opment process begins by
reviewing all construction plansfor al new residential,
commercial, and industrial buildings and alterations to those
buildings. Plan Check Engineersreview the plansto verify that
the proposed construction project is designed to meet the
minimum safety requirements specified in the Codes. When
the Division determines that the building plans comply with
applicable Codes, the Division issues building permits
authorizing construction. During a structure’ s construction
phase, Division inspectors will perform on-site inspections to
verify compliance with the approved building plans, and
applicable local and state regulations. After afina inspection,
the Division is supposed to issue certificates of occupancy for
each new building or when a change of use occurs. This
certifies that the building is ready to be occupied for its
stipulated use.

A building permit isrequired for any building, structure, or
building service equipment that is regulated by the Uniform
Building Code (UBC), Uniform Plumbing Code (UPC),
Uniform Mechanical Code (UMC), or the National Electrical
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Exhibit 1

Code (NEC). A separate permit isrequired to erect, construct,
enlarge, alter, repair, move, improve, convert or demolish a
building, structure, or any building service equipment.

In 2000-01, the Division’s budget is $13.3 million, which
includes $12 million in persona services and $1.2 millionin
non-personal services (including equipment). Building-related
permit fees fund almost all of the Division’s operating costs.

The Chief Building Officia heads the Division, which is
organized into three main sections. Permit Center, Plan Check
Section, and Inspection Section. In 2000-01, the Divisionis
authorized 144 full-time equivalent positions.

In 1999-00, the Division collected $19 million in revenue from
Plan Check, Permit (Building, Plumbing, Electrical, and
Mechanical), Record Retention, and miscellaneous fees
assessed for residential, commercial, and industrial projects.
Thiswas an 11.4 percent or $1.9 million increase from the
previous fiscal year.

In the mid-1990's, total Division plan check and building
permit revenue increased significantly. Exhibit 1 summarizes
total building-related permit revenues from 1989-90 through
1999-00.

Summary Of Building Permit Revenues
1989-90 Through 1999-00

Per cent

Fiscal Building Per mit Increase Increase
Y ear Revenue (Decrease) (Decrease)
1989-90 $5,600,640 - -
1990-91 $6,119,422 $518,782 9.3%
1991-92 $6,298,068 $178,646 2.9%
1992-93 $6,012,056 ($286,012) (4.5%)
1993-94 $7,691,967 $1,679,911 27.9%
1994-95 $7,520,668 ($171,299) (2.2%)
1995-96 $11,861,230 $4,340,562 57.7%
1996-97 $15,537,533 $3,676,303 31.0%
1997-98 $19,532,517 $3,994,984 25.7%
1998-99* $16,962,931| ($2,569,586) | (13.2%)
1999-00 $18,893,882 $1,930,951 11.4%

1 A contributing factor to the decline was a reduction in certain building-
related permit fees and a reduction in new construction residential permits.

Source: Auditor analysis of Building Division data.
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Audit Scope, We examined data on building permits the Division processed
Objectives, And between January 4™ 1999 and June 30™ 1999. During this
M ethodology period the Division processed atotal of 6,196 permits for

construction activity valued at about $563 million.

The Division uses 20 project types to categorize building
permits into two main categories - new construction and
ateration. We further defined these categories by building
type — residential, multi-family, commercial, and industrial.
We excluded demolition and re-roof permits.

As aresult we determined that there were 3,300 building
permits that met our classification criteriawith atotal valuation
of about $546 million. We then sorted each stratification by
date and randomly selected permit numbers from each strata.
Our total sample size by this method was 128 permit
applications.

Sample Sze We included in our sample size 20 randomly selected permit
applications for residential alterations and additions valued at
over $100,000. We reviewed atotal of 148 permit applications.

In addition, we also reviewed all refund applications processed
between February 1999 and January 2000 for more than
$1,000. The Division issued about 360 refunds in the period
between February 1999 and January 2000 with atotal value of
about $1 million. Of these we reviewed twenty refunds for
over $1,000 with atotal value of about $121,000. We reviewed
these refunds for reasons for refunds. We did not review for
cash propriety or refund practices.

We reviewed each permit application to determineif the
Division,
o Valued the properties according to appropriate City of
San Jose Codes and Ordinances;
¢ Valued the propertiesin a consistent manner;

e Handled alterations for residential and commercia
structures consistently; and

o Applied development taxes appropriately and
consistently.
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M ajor In Appendix D, the Building Division informs us of its major
Accomplishments  accomplishments.

Related To This

Program
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The Building Division Needs To

| mplement Additional ControlsTo
Ensure That It Applies And Charges
Building Per mit Fees Consistently And
Correctly

The San Jose Municipa Code prescribes how various building-
related fees and charges are to be calculated and assessed to
applicants. The Building Division (Division) is responsible for
assessing and collecting these various fees and chargesin
compliance with the Municipal Code. We found severa
problems with the Division’s handling of various building-
related permit fees and associated charges. Specificaly, for the
cases we sampled, we found that the Division

¢ Did not document that they verified self-reported
valuations for commercial and industrial construction;

¢ Did not use minimum valuations for the sampled
residential alteration permits 40 percent of the time;

¢ Did not adequately document how plan check fees were
calculated 14 percent of the time;

¢ Did not assess supplemental plan check feesin all
applicable situations;

¢ Inconsistently calculated or issued sub-trade permits 7
percent of the time;

¢ Inconsistently issued partial permits; and

¢ Did not retroactively assess devel opment taxes for shell
only structures.

Asaresult, the Division did not consistently adhere to
Municipa Code requirements or treat al applicants the same,
and did not charge applicants an estimated $49,000. In our
opinion, the Division needs to develop formal policies and
procedures regarding 1) verifying valuations for new
commercia and industrial construction; 2) using minimum
valuations; 3) calculating plan check fees; 4) assessing
supplemental plan check fees; 5) calculating sub-trade permits;
6) issuing partial permits; and 7) retroactively assessing
development taxes for shell only structures.
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In addition, the Division should develop and implement a
formal quality assurance process to ensure that Division staff
apply building permit fees and charges consistently and
correctly.

The Municipal
Code Defines
Valuation

The Uniform Building Code (UBC) provides that the local
building official is responsible for determining a project’s
valuation. The Division uses the valuation to compute building
permit fees and development taxes, and indirectly plan review
fees. The Municipal Code (24:01.290) establishes that building
valuation shall be the estimated cost to replace the building and
its service equipment based on current replacement costs. The
Municipal Code also specifiesthat in no case shall the valuation
be less than the published valuation rates contained in the latest
edition of the International Conference of Building Officials
(ICBO) Building Standards magazine. Additionally, the
Division uses aregional modifier of 1.13 along with the
valuation data for non-residential construction. Division staff
are supposed to verify the valuation amounts by comparing the
valuation amount against the published valuation rate or by
reviewing a builder’ s bid documents. Exhibit 2 shows
valuation rates per square foot for commercia and industrial
buildings effective July 1, 2000 to June 30, 2001.
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Exhibit 2

Commercial/lndustrial Building Permit Valuations
Per Square Foot For the Period July 1, 2000
To June 30, 2001
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Separate Valuation
Rate Used For
Residential Projects

In 1989, the City Council enacted an ordinance that established
a separate valuation rate for residential construction (single
family, multi-family, and alterations). Specifically, the
ordinance mandated the use of the average rate shown in the
ICBO Table--Dwellings Type V—wood frame dwelling. As of
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May 2000, this valuation rate equaled $62.50 per square foot.
The ordinance also prohibited the use of the regional modifier
for determining residential valuation.® Further, the Building
and Structure Permits Fee Schedule, effective July 1, 1998 to
June 30, 1999, specifies a minimum valuation amount of
$14,350 for residential alterations.”

TheBuilding
Division Assesses
Building-Related

The Division reviews building plans and issues building
permits for amyriad of construction-related activities. These
activitiesinclude items such as installing a water heater,

Permit Fees building a new home or office building, or installing a new
roof. The Division assesses fees for providing these services--
reviewing building plans, issuing building permits, and
inspecting building projects. The Division uses a City Council-
approved Building and Structures Permits Fee Schedule.
Exhibit 3 shows the City’s current building permit fee table
effective July 1, 2000 to June 30, 2001 that appliesto
residential and non-residential construction.’

Exhibit 3  Building Permit Fee Table, 2000-01

Total Valuation Fee
Less than $1,220 $43
$1,221 to $2,000 $43 for the first $1,220 plus $2.50 for each $100 increment
$2,001 to $25,000 $62.50 for the first $2,000 plus $10 for each $1,000 increment
$25,001 to $50,000 $292.50 for the first $25,000 plus $7 for each $1,000 increment
$50,001 to $100,000 | $467.50 for the first $50,000 plus $5 for each $1,000 increment
More than $100,001 $717.50 for the first $100,000 plus $2.50 for each $1,000 increment

Source: Building Division.

The Building
Division Issues Sub-
Trade Permits

Using the above table, a building valued at $100,000 would
cost $717.50 in building permit fees, while a building valued at
$200,000 would cost $967.50 ($717.50 + $250)

In addition to the building permits, the Division also issues
plumbing, mechanical, and electrical permits that are also
known as sub-trade permits. According to Municipal Code

! The Division uses a regional modifier for calculating non-residential valuation.

2 The current fee schedule, July 1, 2000 to June 30, 2001, specifies a minimum valuation amount of
$16,900 for residential alterations.

® The sample covered the period between January 1999 and June 1999. So we used the fee schedule
covering that period which was June 1998 to July 1999.
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24.01.100, sub-trade permits are issued for the administration
and enforcement of the City of San Jose’'s plumbing,
mechanical, and electrical codes. Specifically, the Division
uses the Code to administer, organize, and enforce the technical
codes. These codes regulate the site preparation and
construction, ateration, moving, demolition, repair, use, and
occupancy of buildings, structures, and building service
equipment within the City. The Division usually calculates
sub-trade permit fees based upon square feet, however,
sometimes they calcul ate the permit fees on a per inspection
basis. Theinspection feeis currently $43 per trade. For sub-
trades requiring more than one inspection, thereis a$75
minimum per trade inspection fee. The following table
provides details about the plumbing, mechanical, and electrical
permits the Division issues.

Exhibit 4 Plumbing, Mechanical, Electrical Permit Fees For
Residential And Non-Residential New Construction,
Additions and Alterations

Sub-Trade
Per mit Fee
Per Square
Category Foot
New Single Family (excluding garages) $0.09
New Multi-Family (over 3 units) $0.10
Offices $0.06
Assembly Occupancies $0.10
Restaurant/Repair Garages Gas Stations/Hazardous Uses $0.22
Residential Additions, Retail, Research and Development, $0.15
Manufacturing, and Medical and Dental Offices
Warehouses $0.04
Parking Structures/Shells $0.01
All Other $0.12
Permits requiring more than one inspection Cost per 5q. ft.
applies. $75
minimum.
Permits requiring one inspection only * $43 per trade
per unit
Source: Building Division.
The Building The Division issues building permits to construct partial
Division Issues portions of buildings. These partial permits are issued for
Building Permits For  building foundations and exterior building shells. The Division
Foundations And issues these types of permits to accommodate the builders
Building Shells needs for an expedited building process. A foundation permit
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Plan Check Fees
Charged

allows a builder to start building the foundation before the
Division has approved complete sets of building plans.
Foundation permits are essentially issued in two parts. First,
the Division issues foundation only permits for 10 percent of
the total valuation. The Division subsequently issues a net of
foundation permits for the remainder of the valuation (90
percent). In certain instances, the Division aso issues partial
permits, which are divided into three stages - the foundation
permit is 10 percent of the valuation, and the net of foundation
is sub-divided into 30 percent and 60 percent of the total
valuation.

According to Division Staff, they also issue building shell
permits for 90 percent of 80 percent of the total valuation.

Shell permits allow a builder to obtain a building permit to
construct the “shell” portion of a building without completing
the building interior. The eventua tenant for such a building
would be responsible for obtaining a building permit for the
remaining 20 percent of the valuation to complete the building
interior. A benefit of partial permitsisthat the builders' initial
cash outlay is reduced because they can obtain permits for only
part of the project.

The Division is responsible for charging plan check fees for
reviewing building plans in compliance with applicable codes
and regulations. The Division assesses plan check feesas a
percentage of the building permit fees. The plan check feeis
72 percent of the building permit fee and an additional 12
percent when a State of California Title 24 energy review is
performed.* The Division’s Automated Building Permit
Information System (ABPIS) automatically charges the plan
check fee once the permit technician enters the valuation
amount and whether the structure is heated or unheated.® In
addition, the Division is supposed to charge a supplemental
plan check feeif the valuation increases after the initial plan
check review. The ABPIS system is supposed to automatically
charge the supplemental plan check fee due to a changed
valuation after Division staff inputs a changed valuation.

* There is also a fire plan check fee for multi-family, commercial, and industrial structures that is 56.7
percent of the building permit fee.

® ABPIS records the Title 24 Energy Review as a heated structure.

10
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I nsufficient
Documentation
Prevents
Verification Of
Proper Valuation
On Many Building
Permit
Applications

The Division Saff
Do Not Document
That They Verified
Self-Reported
Valuations

Many of the building permit applications that we reviewed
lacked sufficient documentation to verify that the Division
properly valued the building or structure. Specifically, the
building permit applications did not identify the valuation rate
the Division used to establish the cost of construction for more
than half of the building permit applications that we reviewed.
Asaresult, Division officials frequently cannot confirm that
staff used the correct valuation when calculating permit fees.

Based on our review of building permit applications, we found
no evidence that Division staff verified self-reported valuation
for commercial, industrial, multi-family, and single family
construction. According to Division officias, Building
Division staff are supposed to verify and confirm customer-
reported valuation for all construction. As reported above, a
building’ s or structure’ s valuation is critical to calculating
building permit fees, plan check fees, and development taxes.
A lower reported valuation amount results in lower permit fees.
For example, a building valued at $100,000 would cost $717.50
in building permit fees, while a building valued at $200,000
would pay $967.50 or 35 percent more.

Further, Division staff use the building permit fee as the basis
for calculating other fees such as plan check fees and fire plan
check fees.

In our opinion, Division staff should be verifying self-reported
valuations by reviewing contractor bidsin the case of
dterations. Division staff told usthat it is not practical to
accept bid documents for each and every permit application
they receive. However, we saw no evidence that Division staff
reviewed any contractor bids for commercial, industrial, multi-
family, or single family alterations. Division staff also told us
that they usually simply accept the self-reported valuations
unless they seem to be unreasonably low.

We recommend that the Division:

Recommendation #1

Require staff to document on the building per mit
application how they verified self-reported valuation.

11
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The Division Did We found severa instances where Division staff did not use the
Not Use Minimum required minimum valuation amount for residential interior
Valuation Amounts  dterations. The Building Division’s fee schedule prescribes a
For Forty Percent minimum valuation amount of $14,350 for residential
Of Sampled alterations, which trand ates to a minimum building permit fee
Residential of $192.50. However, we found that the Division lacked
Alteration Permits  procedures on how and when to apply the minimum valuation
amount. Asaresult, the Division did not always apply the
minimum valuation amount. Specifically, we found that about
forty percent of the building permit applications of the total
single family and multi-family alterations were below the
minimum valuation.®

Thefollowing isatypical case where the Division should have
charged the minimum fee but did not. On April 28, 1999, a
builder submitted an application to obtain a building permit to
remodel and build a bathroom in asingle family home. The
building permit application did not give information on the
project’ s square footage or any customer-reported valuation.
Neverthel ess, the valuation amount the Division used to
calculate the permit fee was $10,000. Thisvaluation is $4,350
lower than the minimum amount of $14,350. Asaresult, the
Division undercharged the applicant, $50 in building permit
feesand $42 in plan check fees.

In another instance a customer applied for asingle-family
ateration on April 19, 1999. The valuation amount was
$12,625, which is $1,725 lower than the minimum amount of
$14,350. Asaresult, the Division undercharged the applicant
$20 in building permit fees and about $16 in plan check fees.

According to the Chief Building Official, Building staff is not
required to use the minimum valuation. Instead, Building staff
have the discretion to use a valuation that is less than the
minimum valuation if staff feels the lesser amount seems
reasonable. Further, the only time Building staff actually use
the minimum valuation is when they think the customer
submits alow-ball valuation for hisor her application.

It should be noted that on July 1, 2000, the Division
promulgated a new policy on determining the valuation for
remodeling and alteration projects (See Appendix B). This new
policy establishes the following:

® This excludes the single-family alterations in our sample with a valuation above $100,000.

12
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e Residential interior non-structural ateration: $16,900
minimum or $30.50 per square foot, whichever is
greater, and

e Residential structural ateration: $16,900 or $50 per
square foot, whichever is greater.

In our opinion, this new policy clearly establishes a minimum
valuation for Residential Alterations of $16,900. As such,
Division Staff would not have the discretion to use avaluation
that isless than $16,900 for Residential Alterations.

It should be noted that on July 19, 2000, the Division
promulgated another new policy titled Policy of Valuation of
Remodeling/Alteration Projects (see Appendix C.) Thisnew
policy further expands upon the use of minimum valuations as
follows:

Minimum valuations listed are applicable when maj or
alterations areinvolved, as defined by the Building
Official. When sg. ft. can not be determined or
minimum valuations are not applicable, use of
contract amount or estimated cost may be accepted.

[ Emphasis added] .

While this new policy allows for using avaluation that is less
than $16,900 for Residential Alterations, it still needs
clarification. Specifically, the Division needs to define “major
alterations’ as used in the new policy. In addition, the Division
needs to provide staff with formal guidance as to when
“minimum valuations are not applicable.”

We recommend that the Division:

Recommendation #2

Clarify its practice of using valuationsthat arelessthan the
stipulated minimum for Residential Alterations.

Because the Division did not use the minimum valuation for
residential alterations, it undercharged certain building permit
applicants. Specifically, we estimate that between January and
June 1999, the Division undercharged applicants about $3,100
in building permit fees, which equates to $6,200 for the whole

13
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year. This means that the Division also undercharged an
estimated $5,200” in plan check fees.

TheDivision Staff
Did Not
Consistently Apply
Building Permit
Fees

The Division Did
Not Document How
It Calculated Plan
Check Fees 14
Percent Of the Time

Based on our review of building permit applications, we found
that the Division 1) did not document how it calculated plan
check fees; 2) did not always assess supplemental plan check
fees; 3) inconsistently assessed sub-trade permit fees; 4)
inconsistently issued partial permits such as foundation and
building shell permits; and 5) did not retroactively assess
applicable development taxes for shell only structures.

The Division typically assesses plan check fees as a percentage
of the building permit fees. We found that the Building
Division did not always assess and collect plan check fees as
prescribed in the fee schedule. In our sample of 148 permit
applications we found several instances where staff did not
apply the plan check fees according to the fee schedulein 18 of
the 148 (14%) permit applications we reviewed.

Some examples of the Division not documenting how it
calculated plan check feesinclude the following cases.

On May 4, 1999, a customer applied for a building permit for a
residential alteration. The customer paid a building permit fee
of $425 and a plan check fee of $306. The latter fee was
assessed at 72 percent of the building permit fee. Thisfee
implies that a Title 24 energy review was not performed. We
found no documentation noting that such areview was not
required.

On April 2, 1999, the Division assessed a $42.50 building
permit fee for a $20,000 single family residential alteration. At
aminimum 72 percent building permit fee, the Division should
have assessed a $174 plan check fee. Instead, the Division
assessed a $42.50 plan check fee. The Supervising Plan Check
Engineer said that sometimes the Division charges customers
by inspection hours at $85 per hour. However, thereis no
documentation as to how or why the Division charged $42.50
instead of $203. When this permit was initialy processed, the
Division had no written policy stating when it is appropriate or
allowed to charge plan check fees based upon inspection hours
instead of a percentage of the building permit fee. However, on
July 1, 2000, the Division issued a new policy that covered its
practice of assessing plan check fees.

7 84 percent of the building permit fee.

14
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The Division Failed
To Assess
Supplemental Plan
Check FeesIn All
Applicable Cases

On March 15, 1999, a customer applied for a building permit
for asingle-family alteration. The Division assessed a building
permit fee of $755. If there was an energy compliance review,
the Division would have charged a plan check fee of $6342,
Instead, the Division charged only $571-- a difference of $63.
It appears that the Division had charged an energy compliance
fee for part of the structure and charged 72 percent for the
remainder of the structure.

According to the Chief Building Official, documentation on
whether an energy review was performed and how the plan
check fee was calculated is stored away with the plans. In our
opinion, Division staff can easily document how it calculated
plan check fees on the comments section of the permit
application (for example, Master File Review performed). This
would allow Building Division management and the interested
parties to review plan check fees for appropriateness without
having to retrieve project plans from long term storage.

We recommend that the Division:

Recommendation #3

Require staff to document how it calculated plan check fees
on the comments section of the per mit application.

We found that the Division failed to assess supplemental plan
check feesin al applicable situations. A valuation can change
when the plan check engineer reviews the building plans and
determines that the initial valuation is not correct. The Division
is supposed to charge a supplemental plan check feeif the
valuation increases after theinitial plan check review. We
found there was a change in valuation as aresult of the plan
check review for 10 percent of the permit applicationsin our
sample. Inall the casesin our sample, the building valuation
amount increased to a higher amount.

We found that the Division system did not assess the
supplemental plan check feesin 7 of the 11 (60 percent) cases
in our sample when the supplemental plan check fee was
applicable. Examples of the Division not calculating and
therefore not assessing the supplemental plan check fees are
shown below.

8 84 percent of the building permit fee of $755, which is $634.
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The Division
Inconsistently
Calculated Or Did
Not Document How
It Calculated Sub-
Trade Permits Seven
Percent Of The Time

16

On April 30, 1999, a builder applied for a building permit to
remodel and build an addition to a single family home. The
project wasinitially valued at $63,806 with an associated plan
check fee of $451. On June 21, 1999, when the building permit
was issued, the valuation increased to $123,806, which should
have resulted in a supplemental plan check fee of $201.
According to a Division Official, the Division should have
assessed and collected the $201 supplemental plan check fee.

In another instance, a customer applied for a permit for an
industrial “shell only” building. The valuation at that time was
$1.3 million with an associated plan check fee of $3,100.
When the customer came in for the building permit, the
valuation increased to $1.6 million. The Division should have
assessed and collected a supplemental plan check fee of about
$700 but did not.

According to Division staff, the ABPIS system is supposed to
automatically charge the supplemental plan check fee when
thereisachange in project valuation. According to Division
Officias, when the staff enters the new valuation, a“glitch” in
the APBIS system does not always result in the supplemental
plan check fee being charged. This problem is exacerbated by
the lack of supervisory review and/or a quality assurance
process for the processing of permit applications. The Division
is participating in the Integrated Development Tracking System
(IDTS). According to Division Officials, the new IDTS system
which should be in operation by the end of the year 2000,
should address this “glitch.”

These computer system problems resulted in the Division not
assessing and collecting applicable supplemental plan check
fees. Based on transactions processed between January 1999
and June 1999, we estimate that the Division did not assess and
collect about $19,000 in supplemental plan check fees, which
extrapolates to about $38,000 for the entire year.

In seven percent of the building permits we sampled, the
Division did not always apply the feesin a consistent manner or
Division staff did not document how they cal culated the sub-
trade permit fees. Thisresulted in Division staff treating
customers with similar projects differently. The following
exampleillustrates how Division staff applied sub-trade permit
feesinconsistently for two similar projects.

On June 22, 1999, a builder applied for a building permit to
build a 146 square foot addition and alteration to a single-
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family residence. The Division should have assessed the
minimum fee of $43 per trade. Instead, the Division assessed
the builder a sub-trade permit fee of $97° per trade. According
to the Supervising Plan Check Engineer, when an addition
includes an alteration, the Division sometimes charges sub-
trade fees based upon both the number of inspections and the
square feet depending on the scope of the project.

However, in asimilar single family addition and alteration of
1,314 square feet dated April 29, 1999, the Division calculated
a sub-trade permit fee of $197 per trade based only on a square
foot basis. Thus, the Division calculated the sub-trade permit
fees differently for two customers with similar projects. Had
the Division calculated the sub-trade permit fees consistently
the first customer would have paid $43 per trade instead of

$197 per trade.
The Division The Division issues partial permits that are for the construction
I nconsistently of apart of abuilding or structure before the builder submits
I ssued Partial the entire set of plans and specifications. However, the
Permits Division does not have aformal policy or procedures on how to

calculate partial permits. Asaresult, we found instances where
the Division deviated from its normal practice when issuing
partial permits.

For example, in a“net of foundation” permit application dated
February 1, 1999, the valuation for fee purposes cal culates to
30 percent of thetotal valuation. Thisisinconsistent with the
Division’s current practice which is that the valuation for net of
foundation is 90 percent of the total valuation. When we
showed this permit application to the Permit Center Manager he
agreed that this was an exception to normal Division practice
and that he would have to look into the matter further.
According to the Chief Building Official however, thiswas a
common practice.

We found that Division officials and staff were not in
agreement regarding the current Division practice of issuing
partial permits. The Division typically issues “shell only”
permits for projects with a construction value greater than $1
million. According to the Division Official, the valuation for
shell only permits should be calculated at 80 percent of the total

® 146 sq. ft. X $0.15 (sub-trade permit fee per sq. ft.) = $21.90 + $75 inspection fee = $97
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valuation. However, according to one of the Supervising Plan
Check Engineers the Division should calculate shell only
permit fees at 90 percent of 80 percent (72 percent) of the total
valuation. In actual practice, however, the Division merely
accepts the valuations customers report without applying any
percentage. When we showed the Permit Center Supervisor
one of the shell only applications we were reviewing, he could
not explain how the Division determined the valuation and
what, if any, percentage it applied. He also told us that until
recently there was no verification of the valuation and that
because of alack of detailed documentation on the permit
application, he could not explain how the Division calculated
the valuation on most of the shell only permit applications.

The Division Did
Not Retroactively
Assess Applicable
Development Taxes
For Shell Only
Structures

18

Another area of concern for development taxes is the industrial
versus commercial designation on shell only building permits.
The problem arises when a developer designates a shell only
building asindustrial but the building’s useis actually
commercia. According to the Permit Center Manager, if the
developer initially designates the building use as industrial they
are exempt from paying certain development taxes. However,
if thefirst tenant that actually uses the building subsequently
designates the building’ s purpose as commercial on the
building permit application for interior finish, the Division is
supposed to collect any applicable development taxes from the
tenant based upon the valuation of the interior finish. The
Division does not, however, attempt to collect any applicable
development taxes from the developer for the shell only portion
of the valuation. According to the Permit Center Manager it is
difficult to track abuilding from its original designation
(industrial vs. commercial) to actual use. However the
Division’sown policy statesthat “ if theinitial useisnot a
designated industrial use the commercial tax rate will be
retroactively assessed on the construction valuation of the shell
building at the time of the initial finish interior issuance.”
According to the Division Official, they do retroactively assess
the development taxes but agreed that they cannot always
collect the taxes for al shell only structures. The following
exampleillustrates the industrial versus commercial designation
problem for shell only buildings.

In ashell only permit application dated June 30, 1999, the
developer designated the structure use as industrial. Because
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the project was designated as industrial and it was located in the
Edenvale exempt zone, ' it was exempt from Business and
Structure Tax and Commercial, Residential, Mobile Home
Parks Tax. The valuation for the shell only structure was about
$224,000. Thefirst tenant for this project subsequently applied
for an interior finish permit to complete the interior of the same
building. However, the tenant designated the structure as
commercia. Asaresult, the Division charged the tenant all the
applicable taxes. The Division did not, however, retroactively
charge the developer any commercial rate for the shell only
structure which was now applicable since the use of the
structure was commercial not industrial. In this case, the
Division should have retroactively charged the developer about
$7,800™ in applicable development taxes.

The Division’sfailure to retroactively charge development
taxes to developers when theinitial use is not a designated
industrial use can result in significant devel opment tax losses.
We identified five industrial™® shell only permits the Division
issued between January 1999 and June 1999 with a total
valuation of $2.9 million. We identified these shell only
permits from the description in the scope of work portion of the
data the Division provided to us. The developers designated all
five structures as industrial and avoided $102,000 in
development taxes. If theinitial use of these buildings was not
industrial, the Division should have retroactively charged
developers $102,000 in development taxes. Thiswould
extrapolate to over $200,000 in unassessed devel opment taxes
over the course of afull year if the same pattern held constant.

In our opinion, the potential exists for developers to take
advantage of the Division’sfailure to retroactively assess
development taxes. Specifically, a sophisticated devel oper
would always designate a building as industrial when applying
for ashell only building permit. By so doing, the developer
would avoid paying devel opment taxes regardless of the actual
use of the building. In our opinion, the Division needsto

1% Industrial use structures are exempt from paying Construction Tax and Business and Structure Tax in
the Edenvale exempt zone but commercial structures are not.

1 CRMP Tax of $6,716.39 + ($3,358.19 (B&S for Commercial) - $2,238.80 (B&S for Industrial).
Also, refer to Exhibit 5.

12 The five shell only permits were from a total of about 200 industrial permits with a total valuation of
about $ 128,300,000.
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remedy this situation by implementing a process to
retroactively charge developers with development taxes when
the designation of the building changes from industrial to
commercial.

We recommend that the Division:

Recommendation #4

Ensurethat Division staff retroactively assess commer cial
ratesif theinitial useisnot a designated industrial use.

Lack Of Policies
And Procedures

20

The Building Division lacked formal policiesand a
comprehensive procedures manual. Formal policies
communicate management’ s or other authorizing body’s
intentions and expectations. Procedures are written instructions
on how employees are to carry out activities in an effective,
efficient, and economical manner and in conformity with
prescribed policies. The Division had no formal policies and/or
procedures to guide staff regarding:

Verifying valuations for commercial and industrial new
construction;

Establishing the valuation for residential, commercial,
and industrial alterations,

Calculating plan check fees;

Collecting supplemental plan check fees when valuation
changes,

Calculating sub-trade permits; and
Calculating partial permits.

According to Division staff, prior to the commencement of the
audit the Division had no formal policies and proceduresto
clarify the above-mentioned issues. Asaresult of our audit, the
Division issued new policies on July 1, 2000 to clarify certain
issues that we raised during the audit. We found that the
Division’s new policies clarify the following issues.

How sub-trade permits should be assessed for new
construction, additions, major and minor aterations;

Assessing the vauation for residential, commercial and
industrial new construction and additions;
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e Caculating plan check fees for structures where the
square footage is given and sub-trade plan checks where
the scope of the work is not represented by the square
footage;

e Collecting supplemental plan check fees when the
valuation has changed; and

e Caculating partial permits.
In our opinion, the Division should provide training to its staff
on its new policies and aso clarify when building plan check

fees can be calculated either on a square footage basis or a per
inspection basis.

We recommend that the Division:

Recommendation #5

Providetraining to its staff on its new policies and also
clarify when building plan check fees can be calculated
either on a squar e footage basisor a per inspection basis.

The Building
Division Does Not
Have A Formal
Quality Assurance
Process

The Division does not have aformal quality assurance process.
For example, Division Supervisors do not review permit
applications before Division staff issue permits. Instead, an
Account Clerk performs alimited review of permitsfor errors
prior to permit issuance. According to the Permit Center
Supervisor, if the Account Clerk detects any errors, she directs
them to him and he keeps aregular log of the detected mistakes
and the resultant corrective action in adatabase. This method
can be problematic when the Account Clerk is unavailable to
check permits because she is on alunch break, vacation, sick
leave, or away from the office. In our opinion, the Division
should develop aformal quality assurance process for the
assessment and collection of building-related permit fees.

We recommend that the Division:

Recommendation #6

Develop aformal quality assurance processfor the
assessment and collection of all building-related per mit fees

21
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TheBuilding
Division May Have
Failed To Assess
$49,400 I n Building

Based on our review of sampled cases, we project that for a 12-
month period, the Division undercharged applicants up to
$49,400 in building related fees. Specifically, thiswould
include up to $38,000 in supplemental plan check fees and

Related Fees $11,400 in building permit and plan check fees from not
applying the minimum valuation rate.
CONCLUSION The Building Division lacks assurance that it cal cul ates permit

fees and devel opment taxes on a consistent basis and treats
customers on a consistent and equitable basis. Because of a
lack of formal policies and procedures, individual staff may
interpret ordinances and fee schedules differently. The
Division undercharged applicants an estimated $49,400 in
permit fees and plan check fees. In our opinion, the Division
needs to develop and implement formal policies, procedures,
and a quality assurance process to ensure that 1) the valuations
for al properties are verified; 2) minimum valuation is used for
residential alterations; 3) plan check fees are calculated
correctly and documented; 4) supplemental plan check fees are
collected; 5) sub-trade permits are accurately cal cul ated;

6) partial permits are consistently issued; and 7) devel opment
taxes are retroactively assessed for shell only structures. Asa
result, the Division will be better able to ensure that Division
staff apply building permit fees and charges consistently and
correctly.

RECOMMENDATIONS

Recommendation #1

Recommendation #2

Recommendation #3

22

We recommend that the Building Division:

Require staff to document on the building per mit
application how they verified self-reported valuation.
(Priority 2)

Clarify its practice of using valuationsthat arelessthan the
stipulated minimum for Residential Alterations.
(Priority 2)

Require staff to document how it calculated plan check fees
on the comments section of the permit application.
(Priority 2)
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Recommendation #4

Recommendation #5

Recommendation #6

Ensurethat Division staff retroactively assess commercial
ratesif theinitial useisnot a designated industrial use.
(Priority 2)

Providetraining toits staff on its new policies and also
clarify when building plan check fees can be calculated
either on a squar e footage basisor a per inspection basis.
(Priority 2)

Develop aformal quality assurance processfor the
assessment and collection of all building-related per mit fees
(Priority 2)
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| mprovements Are Needed To Ensure
That The Building Division Assesses
And Collects Development Taxes
Consistently And In Compliance With
Municipal Code Requirements

The Municipal Code prescribes how various development taxes
are to be calculated and assessed. We found several problems
with the Building Division’s (Division) assessing and collecting
of these taxes. Specifically, we found that the Division

e Charged applicants for devel opment taxes even though
the permitted properties were exempt from taxes;

¢ Misidentified exempt zones; and

o Misapplied Commercial, Residential, And Mobile Home
Park (CRMP) Construction Taxes.

We also found that improvements are needed to ensure buildings
are classified in compliance with Municipal Code requirements.
We found that Division staff determined building use based on
limited and unverified information. Finaly, we determined that
staff were not in agreement on how to classify certain types of
structures or structures that were designed for multiple uses.

As aresult, the Division improperly assesses and collects some
of the development taxes and processes a large number of
refunds. In our opinion, the Division should develop aformal
policy and guidelines for calculating CRMP Taxes on residential
structures and ensure that exempt zones are clearly identified on
permit applications. In addition, the Division should implement
additional controls to guide staff in properly designating
building use for fee assessment purposes.

TheBuilding
Division Collects
Municipal Code-
Specified Taxes

25

The Division collects a number of development taxes on
construction to support the City’s capital programs. The
Division calculates the taxes either 1) as a percentage of the
project valuation, 2) as afunction of the square feet, or 3) on a
per unit basis. The main development taxes the City collects as
part of the building process are:

e Commercia, Residential, and Mobile Home Park
(CRMP) Construction Tax;
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e Construction Tax.

e Building and Structure (B&S) Construction Tax;
e Residential Construction Tax; and

The Municipal Code sets the tax rates and how the funds
collected from the taxes should be applied. The following table
summarizes the development tax rates:

Exhibit5 Summary Of Development Tax Rates

Construction Tax
(CRMP)

Residential — 2.75 percent of 88
percent of building valuation

Tax Rate How Utilized
Commercial, Commercial — 3 percent of total Unrestricted use but historically
Residential, Mobile | building valuation used for traffic improvements.
Home Park Industrial — NA.

Building and
Structure
Construction Tax
(B&S)

Commercial — 1.5 percent of
building valuation

Industrial — 1 percent of building
valuation

Residential — 1.75 percent of 88
percent of building valuation

For the acquisition of land and
interests in land and the
construction and repair of
existing and proposed city
streets (not maintenance and
repair).

Residential
Construction Tax

Residential

1 Family — $180/unit

2 Family - $136.80/unit
3&4 Family — $122.10/unit
5-19 Family — $99/unit

20 Family &up — $90/unit

Reimburse developers who have
at their expense constructed or
developed major streets,
highways and expressways.

Construction Tax

Commercial, Industrial, and all
other non-residential uses —
$.08/sq ft of all new building
Residential

1 Family — $150/unit

2 Family — $114/unit

3&4 Family — $101.75/unit

5-19 Family — $82.50/unit

20 Family &up — $75/unit

For construction and
development of parks, library,
fire protection services,
recreation areas, communication
facilities, other public works
maintenance facilities, and other
general municipal
improvements.

Source: Municipal Code.




The City Offers
Builders
Exemptions From
Development Taxes
Based On Building
L ocation And

The City established the Central Incentive Zonein 1981 and
began suspending the collection of construction-related taxes to
support redevel opment efforts for commercial, industrial, and
residential development in the Downtown area. The City
established the Enterprise Zone Target Areasin 1986, and
created the Edenvale Incentive Zone™ in 1990 to encourage

Structure Use industrial development in the City’ s southern industrial
redevelopment area and to provide a better balance between
jobs in the north and housing in the southern part of the City.
The following table summarizes the tax exemption zones, taxes
suspended, eligible development, and duration.

Exhibit 6 Summary Of The Tax Exemption Zones, Taxes
Suspended, Eligible Development, And Duration
Eligible
Zone Taxes Suspended Development Duration
Central Incentive | B&S, Residential Sunsets
Zone Construction Tax, 12/31/2001
CRMP and
Residential
Construction Tax
EnterpriseZone | B&S, Residential, Sunsets
Target Areas Construction Tax, | Commercial, and | 12/31/2001
CRMP and Industrial
Residential
Construction Tax
Edenvale B&Sand Commercial and | Sunseted
I ncentive Zone Construction Tax Industrial 1/1/2000
Source: Auditor Analysis of the Office of Economic Development’s Analysis
Of Costs And Benefits Associated With Tax Incentives In The Edenvale
Incentive Zone, Central Incentive Zone, And Target Areas Of The Enterprise
Zone.

The Building The Division uses a computer program called Maplnfo to

Division Uses determine whether a particular project isin any of the exempt

Maplnfo To zones. Division staff first looks up the Assessor’ s Parcel

Determine Exempt Number (APN) on a database with County information called

Areas Experian. Staff usesthe APN to pinpoint the exact location of

the address on Maplnfo to determineif the areaisin an exempt

3 This exemption sunseted in December 1999 and is no longer in force since January 1, 2000.
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zone. When it is not possible to get an APN, Division staff
either look at a physical map or the permit history.

The Municipal
Code Defines
Industrial And
Commercial Uses

Professional And
Business Offices Can
Be Classified As
Industrial Use In
Certain Stuations

The Municipal Code provides direction on categorizing a
building (structure) asindustrial or commercial use for
assessing development taxes. The Code references the Zoning
Ordinance (Title 20) which definesindustrial structures based
on alowable uses in certain zones and Districts in the City.
These zones are classified by order of restrictiveness from the
most restrictive zone (open space) to the least restrictive
(manufacturing). Code Section 4.46.050B defines industrial
uses as permitted under the Laboratory and Research District or
less restrictive districts—the Industrial Park District (1P-a, b, c,
d) and Manufacturing District (M-1 and M-4). These are
known as the primary uses. Title 20 specifiesthat laboratories
devoted exclusively to research, product development and
testing, engineering devel opment, and sales development are
considered industrial uses.

Developers of industrial use buildings are exempt from paying
the CRMP Taxes and pay alower rate for the B& S Taxes. For
example, adeveloper constructing an industrial structure valued
at $1 million would receive tax savings of $35,000.
Specifically, the developer would pay $10,000in B & S Taxes
as opposed to $45,000 in CRMP Taxesand B & S Taxesif the
building had a commercial designation.™

The Municipal Code also allows professional and business
officesto be classified asindustrial use if certain criteriaare
met. Specificaly, Title 20 allows the operator of the primary
industrial use to build separate offices for professional or
business useif they are 1) incidental and necessary to the
conduct of the primary use and 2) are conducted within the
same lot as the primary use. The Code identifies professional
or business use as a secondary use, which includes executive,
engineering, accounting, scientific, research and development,
educational, statistical, and financial offices. Under the “within
the samelot” concept, if an industrial business had an
administrative office located in another part of the City that was
not contiguous with the primary site, then that administrative
office should be classified as commercial as opposed to
industrial.

14 See page 26 of report for summary of development tax rates.
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Multiple Use
Structures Should Be
Classified At The
Highest Rate

The Municipal Code provides guidance on categorizing
buildings with multiple uses. With regards to the B& S Taxes
and the CRMP Taxes, the Code specifies, “if the building or
structure or portion thereof is designed or intended to be used
for more than one purpose, [including industrial purposes...],
the purpose for which the rate is highest shall control and such
highest rate shall apply.” In other words, buildings with
multiple uses should be classified at the highest rate. This
means that a building with both commercial and industrial uses
within the same building should be designated as commercial.

The Division Uses
A Matrix To Define
Industrial/
Commercial Uses

We found that Division staff utilized a recently developed
matrix to help them distinguish between commercial and
industrial uses. With the assistance of the Planning Division
and the Office of Economic Development, the Division
implemented this matrix on September 17, 1999. The
development tax matrix outlines 94 possible building uses that
can be classified as industrial use. The matrix is applicable
citywide. According to the Permit Center Manager, this matrix
has made it much easier for Division staff to designate
structures as industrial or commercial since all staff need to do
isreview the matrix and see whether the proposed use applies
to the structure.

Fee Revenue
Collected

In 1999-00, the Division collected $30.9 million in
development tax revenue from Building-related applicants.
Specifically, in 1999-00, as shown in Exhibit 7, these included
about $12.2 million from the B& S Tax, $17.6 million from the
CRMP Tax, $361,000 from the Residential Construction Tax,
and $709,000 from the Construction Tax.
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Exhibit 7

Development Tax Revenue Collected In 1998-99 And
1999-00

$20,000,000 -
$18,000,000 - [01998-99

$16,000,000 -
$14,000,000 +— W 1999-00
$12,000,000 -
$10,000,000 -
$8,000,000 |+
$6,000,000 +—
$4,000,000 |
$2,000,000 +—
$0

CRMP B&S Residential Construction
Construction Tax
Tax

Source: Budget Office.

The Division
Charged
Applicants For
Development Taxes
Even Though The
Permitted
PropertiesWere
Exempt From
Taxes
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We found some instances where Division staff charged
customers for devel opment taxes even though the project was
identified as being in an exempt zone. Division staff enter
information about whether a project isin an exempt areain
designated boxes on the building permit application. This
information should be sufficient to indicate to the permit
technician whether the structure is exempt from devel opment
taxes. We found some instances when this information was
listed on the permit application but the permit technician still
charged the taxes to the applicant.

For example, a permit application dated January 4, 1999,
identified the project as being in the enterprise zone and exempt
from CRMP, B& S, and Construction Taxes. However, the
Division incorrectly assessed and collected $13,000 in taxes
from the applicant. Because the application was made over a
year ago, the Municipal Code does not allow for arefund to be
paid to the applicant.

We recommend that the Division:

Recommendation #7

Modify the permit application to more clearly identify
exempt zone designations.




Staff Sometimes
Have To Rely On
Maps To Determine
A Property’s

L ocation

Division staff use aprogram called Maplinfo to identify whether
aproject isin an exempt zone based on the location. To
determine the exact location of the property on Maplnfo,
Division staff need an APN. The APN isfound on a database
with County information called Experian. However, sometimes
the APN is not available on this database, either because the
location in question is on anew street or because of the timelag
that occurs for the County to update its database. According to
the Permit Center Manager, this could take up to one year. In
such instances, Division staff have to resort to looking at actual
maps to determine whether the property in questionisin an
exempt area.

We examined 12 permit applications from our sample to
measure Division staff’s accuracy in determining the exempt
zones. We found that Division staff had misidentified the
properties 30 percent of thetime. The Chief Building Official
indicated that dedicating a staff member to review these permit
applications would alleviate the problem.

We recommend that the Division:

Recommendation #8

Designate technically qualified staff membersfor those
permit applicationsthat requirelooking at actual mapsto
determineif a property isin an exempt location.

TheDivision
Misapplied
Commercial,
Residential, And

M obile Home Parks
Tax (CRMP)

We found that Division staff did not consistently apply the
exemption for the CRMP Tax. Residential alterations that do
not increase the living area by more than 50 percent are exempt
from the CRMP Tax. For example, aresidential ateration with
an addition of 500 square feet or lessto an already existing
1,000 square feet would be exempt from the CRMP Tax.

We found some cases where the Division collected the CRMP
Tax even though the project did not increase the living area by
more than 50 percent. For example, a homeowner applied for a
building permit on February 10, 1999, for aresidential
alteration and addition of 1,135 square feet, to an existing

15740 sq. ft and 395 sq. ft. of garage.
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living area of 2,583 square feet, a 44 percent increase in living
area. The Division assessed and collected a CRMP Tax of
$1,300. In this case, the Account Clerk spotted the error and
the Division refunded the tax to the applicant.

Some of the residential alteration refunds we reviewed were
caused because staff did not include attached garages in the
total living areawhile calculating the CRMP tax. According to
Division staff, attached garages are included and detached
garages are excluded while calculating the total living area.
However we found some instances where Division staff had
incorrectly applied the current Division practice of including
attached garages.

For example, ahomeowner applied for a building permit on
September 1, 1999 for aresidential alteration and addition of
753 square feet to an existing area of 1,340 square feet with an
attached garage of 541 square feet. This meant that there was a
total of about 1,880 square feet of living area. There was an
increase in living area of about 40 percent. However the
Division assessed and collected a CRMP tax of $1,540. In this
case, the Account Clerk spotted the error and the Division
refunded the tax to the applicant.

The Building
Division Has No
Formal Policies
And Procedures On
Assessing The
CRMP Tax

We found that the Division has no formal policies and written
procedures on CRMP for residential aterations. In addition,
staff are confused as to how to determine what constitutes
living areafor purposes of assessing the CRMP tax.

We recommend that the Division:

Recommendation #9

Develop a formal policy, procedures, clear guidelines, and
staff training on calculating CRMP Taxes on residential
structures.

16 2084 sq. ft and 499 sq. ft. of garage.
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I mprovements Are
Needed To Ensure
BuildingsAre
Classified In
Compliance With
Municipal Code
Requirements

Exhibit 8

We found that the Division needs to improve its controls to
ensure staff categorize buildings in compliance with municipal
code requirements. Based on our review of building permit
applications, we identified multiple instances where Division
staff failed to classify buildings in accordance with industrial
and commercia code requirements. Further, we found that the
Division staff determined building use based on limited and
unverified information. In addition, we found that Division
staff were not in agreement on how to classify certain types of
structures that are not listed on the matrix or were designed for
multiple uses.

We found that in certain situations Division staff did not
designate buildings or structures as industrial uses on a
consistent basis. For example, we identified a building project
on Zanker Road where a single owner received eight different
building-rel ated permits over a 28-month period. Asshownin
Exhibit 8, Division staff designated the structure as industrial
for five permit applications and designated the same structure
as commercia for three permit applications. In our opinion,
because staff did not classify this structure in the same manner
for al eight permit applications, this evidences Division staff’s
confusion regarding industrial vs. commercia designations.

Project With Multiple Commercial And Industrial
Designations

Industrial
Date of Versus
Permit Commercial Scope of Work On Permit
Application Designation Application
7/28/97 Industria Shell Only
1/12/98 Industria Installation of storage racks
12/07/98 Commercial | Alteration/Repair
1/04/99 Commercial Parking lot, plumbing permit
2/16/99 Industrial Alteration/Repair
3/22/99 Industrial Mechanical permit
4/07/99 Commercial Alteration/Repair
11/24/99 Industria Mechanical Permit

Source: Auditor analysis of Building Division data.

We found that the Division staff determined building use based
on unverified information permit applicants provided. For
example, on July 1,1999, Division staff designated a building as
commercia based on the proposed building use listed on the



application--office-commercial. The Division collected
$45,000 in development taxes from the applicant. However, on
August 6, 1999, the same applicant informed the Division that
the intended use of the building was mainly research and
development. Consequently, the Division changed the building
use designation to industrial and refunded the applicant
$35,000.

On further review of this permit application, we found that the
company’ s manufacturing facility was located in another state
and that the San Jose site was mainly a support office. When
we reviewed the permit application with the Chief Building
Official he agreed that this was one of those situations the
Division faces where the building use is not clear. He further
stated that in these situations the Division almost always goes
by the information the applicant provides. However, he aso
told usthat in this particular situation, the Office of Economic
Development (OED) made the final decision to designate the
structure asindustrial. According to an OED representative,
they designated this structure as industrial because the applicant
stated that the structure would be used for product
development, in which case the industrial designation would be
correct.

Relying on the applicant’s stated use for the structurein this
particular case is problematic given that the permit applicant
changed its proposed structure use. Specifically, in theinitial
permit application the applicant designated the building use as
commercial/office space with light research and devel opment.
At alater date, the applicant informed the Division that the
intended use of the building was mainly research and
development. In our opinion, the Division needs to ensure that
developers do not take advantage of the significant tax
advantage that designating a structure as industrial creates, and
that the Division treats all customers consistently.

The Division Needs
To Ensure That
Staff Areln
Agreement On How
To Classify
Multiple Use
Structures

We found that the Division needs to ensure that staff properly
classifies multiple use structures. Specifically, we found that
staff was not in agreement on how to classify structures
designed to be used for more than one purpose. We found that
al levels of staff had a different understanding on how to
classify multiple use structures. The Chief Building Official
told us that multiple use structures are classified based on the
use that is more than 25 percent of the building use. However,
the Municipal Code does not provide for classifying multiple



use buildings according to a set percentage. Contrary to the
Chief Building Official’s position, the Chief Plan Check
Engineer and a Plan Check Supervisor told us that staff classify
multiple use buildings based upon business type or the zone
where the businessislocated. Further, a Plan Check Supervisor
said that he usually goes with the use that is more than 50
percent of the structure when the floor plan isclear. Another
Supervisor told us he was not sure how to classify these
structures.

Aswe noted earlier, the Municipal Code provides that buildings
with multiple uses should be classified at the highest rate.
However, Division staff told us that this multiple useissueisa
“gray area’. Asaresult staff isunsureif amultiple use refers
to one business with several uses or multiple types of
businesses within the same building. The difficulty in such
mixed uses also arises in designating which use is the primary
use and which use is the supporting use. Because of an absence
of adequate Division guidance, staff is not in agreement and
confused asto industrial vs. commercia designations for
multiple use structures.

Several Factors We found that the Division staff had difficulty classifying

Hamper The structures consistently based on the Municipal Code

Ability Of The requirements. We identified several contributing factors that

Division Staff To prevented Division staff from properly designating the most

Ensure That appropriate building use. These factors included the following:

StructuresAre 1) building permit applications do not provide detailed

Properly information on proposed building use; 2) in some situations,

Designated the Division may need to follow up on the actual use of the
building; 3) the Division’s devel opment tax matrix needs to be
improved; and 4) the Division has not assigned responsibility
for determining building use in unclear situations.

Building Permit We found that Division staff typically designated a building as

Applications Do commercia or industrial based on the applicant provided

Not Provide information. Division staff, not the applicant, recorded the

Detailed intended use of the structure on the permit application by

Information To marking a box as either industrial or commercial.

Make Informed

Decisions In some situations when the intended use was not clear or

readily apparent, Division staff asked applicants to provide
additional information on the proposed building use. In other
situations, the permit applicant was the contractor, who may not
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know the intended use of the structure. Building permit
applicants are only required to date and sign building permit
application forms. Specificaly, the applicant signs the
following statement:

“1 certify that | have read this application and state that
the above information is correct . . .”

In our opinion, the current form and process provides the
Division with insufficient information on proposed building
uses. A more effective tool for determining building use would
be a separate form that the applicant would complete that

itemi zes specific building uses such as manufacturing, research
and development, and administrative office space. Further,
such aform should include a more declarative statement for the
applicant to sign that clearly conveys that the applicant may be
subject to penalties for providing false information on his or her
permit application. For example, the City’ s registration form
for Business Tax requires applicants to sign the following
Statement:

“1 declare, under penalty of perjury, that the
information contained in this application is true and
correct . ..”

Such aform would provide Division staff with detailed
information on building use that inspectors could use to
subsequently verify actual use of the structure when performing
inspections. In addition, requiring applicants to declare under
penalty of perjury that the information they are providing
regarding the building’ s use is correct would communicate the
importance to the applicant of the information they are
providing and the serious consequences that could result from
providing false information.

We recommend that the Division:

Recommendation #10

Develop aform that 1) itemizes specific building uses such
as manufacturing, resear ch and development, and
administrative office space and 2) includes a statement for
applicantsto sign regarding penaltiesfor providing false
information on the permit application form.




Additional Follow-
Up EffortsCan
Ensure Building
UselsAccurate

We found that the Division needs to follow-up on building use
when an applicant claims an industrial designation for tax
purposes. The potential exists that an unscrupul ous devel oper
could falsify an industrial use, in order to take advantage of the
industrial use tax exemption. In our opinion, Division staff
should develop afollow-up processto verify that the applicants
actually use buildings for the stated purpose when an industrial
designation isinvolved.

We recommend that the Division:

Recommendation #11

Develop afollow-up processto verify that applicants
actually use buildingsfor the stated purpose when an
industrial designation isinvolved.

Development Tax
Matrix Used To
Define Industrial
Structures Needs
ToBelmproved

We reviewed the development matrix the Division staff usesto
categorize building use and found that the matrix agreed with
the Code. However, we found that the Division needs to
improve the matrix to ensure that all possible industrial uses are
identified. Specifically, we found that the matrix does not
define what uses constitute research and development, or
provide guidelines on classifying multiple use structures. In
our opinion, the Division needs to work with the City
Administration and the City Attorney’s Office to develop better
guidelines for these gray areas.

We recommend that the Division:

Recommendation #12

Work with the City Attorney’s Office and Administration
to develop guidelinesfor what constitutes research and
development and classifying multiple use structures.

Responsibility Not
Assigned For
Deter mining
BuildingUseIn
Unclear Situations

The Division has not assigned responsibility for deciding if
structures are industrial or commercia when the proposed use
isnot clear. According to apermit technician, it isthe plan
check engineers who make the decision on building use.
However, according to a plan check engineer, they only verify
the information regarding building use that a permit technician
marks on the application. It isalso unclear asto whois
responsible for making industrial versus commercial use
designations. According to the Chief Building Official, the
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Division defers to the OED when deciding if astructureis
industrial or commercial. However according to the OED, they
have avery limited role in this process and intervene only when
thereisaconfusing issue. In our opinion neither the plan check
engineers nor the permit technicians are equipped or qualified
to make decisions regarding the use of the building. Thisis
more of an administrative responsibility and involves
interpreting the Code. The Division should designate an
authoritative organization or person to render industrial versus
commercia designation decisions to help ensure that the
Division interprets the Code accurately and treats its customers
consistently.

We recommend that the Division:

Recommendation #13

Designate an authoritative organization or person to render
industrial versus commer cial structure designation
decisionswherethe structure useisunclear or complex.

I naccur ate
Structure
Designations Can
Lead To Significant
Under payment Of
Taxes

Itisin the City’sfinancial best interest to ensure that it
appropriately classifies buildings as either industrial or
commercia. Buildingsthat the Division incorrectly classifies
asindustrial result in aloss of revenue to the City. Conversely,
when the Division incorrectly classifies abuilding as
commercial it resultsin applicants paying too much.

Between January 1999 and June 1999, the Division classified
about 200 structures as industrial with atotal valuation of about
$128.3 million. Since these projects were classified as
industrial, permit applicants did not pay about $3.8 millionin
CRMP Taxes. Further, because of the industrial classification,
these applicants paid $641,500 lessin B& S Taxes.

CONCLUSION
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The Division improperly assesses and collects some of the
development taxes, overcharges or undercharges applicants,

and processes a large number of refunds. Lack of guidance on
industrial use definitions leads to Division staff making
subjective interpretations. In our opinion, the Division should
develop aformal policy and guidelines for calculating the
CRMP Tax on residential structures. Further, the Division
should ensure that exempt zones are clearly identified on permit
applications, develop guidelines and provide staff with training
on exemptions to development taxes, implement controls to




guide staff on properly designating the most appropriate
building use.

RECOMMENDATIONS

Recommendation #7

Recommendation #8

Recommendation #9

Recommendation #10

Recommendation #11

Recommendation #12

Recommendation #13

We recommend that the Division:

Modify the permit application to more clearly identify
exempt zone designations. (Priority 2)

Designate technically qualified staff membersfor those
permit applications that requirelooking at actual mapsto
determineif a property isin an exempt location.

(Priority 3)

Develop aformal policy, procedures, clear guidelines, and
staff training on calculating CRMP Taxes on residential
structures. (Priority 2)

Develop aform that 1) itemizes specific building uses such
as manufacturing, resear ch and development, and
administrative office space and 2) includes a statement for
applicantsto sign regarding penaltiesfor providing false
information on the permit application form. (Priority 2)

Develop a follow-up processto verify that applicants
actually use buildingsfor the stated purpose when an
industrial designation isinvolved. (Priority 2)

Work with the City Attorney’s Office and Administration
to develop guidelinesfor what constitutesresearch and
development and classifying multiple use structures.
(Priority 2)

Designate an authoritative organization or person to render
industrial versus commer cial structure designation
decisonswherethe structure useisunclear or complex.
(Priority 2)
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